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MARKET REVIEW 

 

•  U.S. fixed income markets in 2Q26 were shaped by persistent inflation pressures, evolving Federal Reserve 
expectations, and heightened geopolitical uncertainty.  Following the March selloff, markets stabilized through April 
and May as credit spreads retraced much of their earlier widening, interest-rate volatility declined, and investor 
demand for spread products improved.  However, macro uncertainty resurfaced in June as the conflict in the Middle 
East intensified and the Federal Reserve reiterated a higher-for-longer policy stance. 

•  Treasury yields moved meaningfully higher during the quarter, led by the front end and intermediate maturities, as 
stronger economic data and sticky inflation prompted investors to push back expectations for policy easing.  While 
the June FOMC left rates unchanged, approximately half of participants projected the need for additional policy 
tightening in 2026, reinforcing the Fed's cautious, data-dependent approach. 

•  Despite the challenging macro backdrop, structured credit markets remained resilient.  Agency MBS spreads were 
broadly stable as limited supply, slower prepayment activity, and healthy investor demand offset the impact of higher 
rates.  Non-Agency RMBS, CMBS, and ABS sectors generally recovered from the March widening, supported by 
attractive all-in yields, resilient collateral performance, and improving market technicals. 

•  For the quarter overall, fixed income returns were increasingly driven by carry, income generation, and security 
selection rather than broad market beta.  While macro volatility remained elevated, improving market technicals and 
increased sector dispersion continued to create attractive opportunities. 

 

STRUCTURED CREDIT MARKET OUTLOOK 

 
As we enter the second half of 2026, we expect markets to remain influenced by the interaction between inflation, Federal 
Reserve policy, and geopolitical developments.  Although uncertainty surrounding the timing of policy easing remains 
elevated, higher all-in yields, resilient consumer and housing fundamentals, and supportive technical conditions continue 
to provide an attractive environment for high-quality structured credit. We believe active security selection, rather than 
broad market exposure, will remain the primary driver of excess returns. 
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Key Themes  
 
Inflation, interest rates, and curve positioning 

Inflation remains the principal macro driver of fixed income markets.  While easing remains a longer-term expectation (long 
term Fed projection of 3.062% vs 3.75% end of 2026), recent inflation data and Federal Reserve communication suggest 
policy rates could remain restrictive for longer than previously anticipated.  The June FOMC projections reinforced this 
view, with roughly half of participants anticipating additional policy tightening in 2026.  As a result, we continue to 
maintain a flexible approach to duration (currently maintained moderately longer duration than benchmark), and yield 
curve positioning (switching from a flattening bias to neutral during the quarter), while utilizing volatility (long forward 
volatility) strategies to help manage macro uncertainty. 

 

Fig 1. Yield curve flattening YTD as proxy by 2-year and 20-year rates 
 

 

Source: Societe Generale 
 

Agency & Non-Agency RMBS: Attractive technicals and relative value 
 
Agency MBS fundamentals remain supported by limited new production, slower refinancing activity, and healthy investor 
demand.  Lower prepayment speeds continue to benefit seasoned mortgage collateral and specified pools, particularly 
higher coupon and shorter-duration securities.  Within Non-Agency RMBS, borrower credit quality remains strong, 
supported by substantial homeowner equity and continued deleveraging.  We continue to favor A and BB rated securities 
over BBB. 
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Fig 2. MBA Refi Index – Refinancings and prepayments have remained subdued 

 

 
 

Source: Bloomberg 
 
ABS: Secular Growth Themes & Relative Value 
 
We continue to view ABS as an increasingly differentiated market where security selection is a primary driver of returns.  
We remain constructive on digital infrastructure-related assets, including fiber and data center transactions, where long-
term AI-driven investment continues to support favorable credit fundamentals.  We believe recent spread widening has 
created attractive relative value in selected transactions . For example, certain BBB-rated data center CMBS currently offer 
spreads approximately 100 basis points wider than comparable single-asset, single-borrower transactions backed by other 
property types, providing attractive compensation for fundamentally strong collateral.  
 
We also continue to identify compelling opportunities within select prime consumer ABS sectors where borrower quality, 
structural protection, and underwriting remain robust, including certain auto credit-linked notes backed by high-quality 
issuers. 
 
CMBS: Focus on High Quality Collateral 
 
We continue to favor high-quality fixed-rate CMBS and select single-asset/single-borrower (SASB) transactions, where 
strong collateral, experienced sponsorship, and conservative structural protections provide resilient cash flows and 
attractive risk-adjusted returns. 
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We have been overweight recently originated SASB transactions backed by institutional-quality assets in major gateway 
markets, including trophy office properties in New York City. While office fundamentals remain uneven across the broader 
market, we believe premier assets with strong sponsorship, high occupancy, and desirable locations are well positioned to 
benefit from improving leasing activity, limited new supply, and continued tenant flight to quality. 
 
Floating Rate vs Fixed Rate Positioning 
 
While policy rates may remain elevated in the near term, supporting the carry profile of floating-rate assets, we continue to 
believe high-quality fixed-rate structured products offer superior long-term value as investors are well compensated for 
assuming short- to intermediate-duration risk.  At the same time, selective floating-rate exposure serves as an effective 
portfolio diversifier and hedge against a higher-for-longer interest rate environment should inflation remain persistent and 
policy easing be delayed. 

 

POSITIONING OVERVIEW 

We remain overweight short- to intermediate-duration structured products while maintaining an emphasis on higher-
quality collateral, attractive carry, and structural protection.  Following the opportunities created during the first-quarter 
volatility, we continued to selectively deploy capital throughout the second quarter as valuations remained attractive across 
several securitized sectors. 

Duration 
We maintain a flexible approach to duration management as macro conditions evolve, while generally targeting a portfolio 
duration in the 2- to 4-year range.  This positioning seeks to balance attractive carry opportunities with prudent interest 
rate risk management.    

Curve 
As discussed above we maintain a flexible approach to curve positioning, recognizing that the balance between inflation 
risks and economic growth may produce alternating steepening and flattening environments.  Curve positioning remains 
an important portfolio risk-management tool. 

Structured Credit Sectors 

Overweights: 

- Single-A Non-Agency RMBS where relative value remains compelling versus BBB tranches 
- High-quality CMBS, including select SASB transactions 
- Closed-end second liens, home equity investments 
- Digital Infrastructure ABS, including fiber and data center transactions 
- Agency MBS specified pools with favorable prepayment characteristics 
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Underweights: 

- Deep discount and very high premium Agency MBS  
- Lower-quality consumer ABS and structurally complex credit exposures 
- Sectors with weaker liquidity (e.g. exotic ABS) or elevated refinancing risk (e.g. mortgage derivatives) 

Hedging 
When permitted by our clients’ investment guidelines, we continue to actively manage portfolio risk using interest rate 
futures, swaptions, CDX, and total return swaps on credit indices, including relative value positions such as long A-rated 
versus BBB-rated investment-grade credit.  These tools, together with tactical yield curve and volatility positioning, help 
mitigate downside risk while preserving flexibility as market conditions evolve. 

Fig 4. IG BBB vs A spreads 

 

 



 

 
 

55 West 46th Street, 28th Floor New York, NY 10036 © 2026 M.D. SASS Private & Confidential 6 

 

Conclusion 

Following the opportunities created during the first-quarter market dislocation, structured credit markets demonstrated 
resilience throughout the second quarter.  While inflation, Federal Reserve policy, and geopolitical developments are likely 
to remain key market drivers, attractive all-in yields, resilient collateral performance, and greater sector dispersion continue 
to provide a favorable environment for disciplined active management.  We remain focused on generating attractive risk-
adjusted income through careful security selection, prudent risk management, and selective capital deployment across the 
structured credit universe. 

 

Sincerely,  

  

Lipkee Lu 
Director of Fixed Income 
 
July 2026 
 
 
 
 
 

*    *   *   * 
 

Past performance is not indicative of future results. M.D. Sass does not guarantee any minimum level of investment 
performance or the success of any of its investment strategies, and investors may incur losses. M.D. Sass does not provide 
tax or legal advice, or determine an investor’s investment objectives, risk tolerance or suitability. Certain statements 
contained in this report represent forward-looking statements that involve risks and uncertainties. These risks and 
uncertainties could cause actual results or outcomes to differ materially from those expressed in such forward-looking 
statements. In addition, while the information contained herein from third parties was from sources we believe to be 
reasonably reliable as of the date hereof, M.D. Sass accepts no responsibility or liability for any errors or omissions or 
misstatements however caused related thereto. Opinions expressed herein are those of the author, are subject to change, are 
not guaranteed and should not be considered investment advice. Returns referenced herein represent composite level 
performance, net of fees. Actual client results may differ from composite level returns. 
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